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employee’s average annual compensa-
tion by the employee’s unadjusted ac-
crual rate.

(iii) Permitted disparity factor—(A)
General rule. Permitted disparity factor
for an employee means the sum of the
employee’s annual permitted disparity
factors determined under paragraph
(c)(4)(iii)(B) of this section for each of
the years in the measurement period
used for determining the employee’s
accrual rate in § 1.401(a)(4)–3(d)(1), di-
vided by the employee’s testing service
during that measurement period.

(B) Annual permitted disparity factor—
(1) Definition. An employee’s annual
permitted disparity factor is generally
0.75 percent adjusted, pursuant to
§ 1.401(l)–3(e), using as the age at which
benefits commence the lesser of age 65
or the employee’s testing age. No ad-
justments are made in the annual per-
mitted disparity factor unless an em-
ployee’s testing age is different from
the employee’s social security retire-
ment age. An annual permitted dispar-
ity factor that is less than the annual
permitted disparity factor described in
the first sentence of this paragraph
(c)(4)(iii)(B)(1) may be used if it is a
uniform percentage of that factor (e.g.,
50 percent of the annual permitted dis-
parity factor) or a fixed percentage
(e.g., 0.65 percent) for all employees.

(2) Annual permitted disparity factor
after 35 years. For purposes of determin-
ing the sum described in paragraph
(c)(4)(iii)(A) of this section, the annual
permitted disparity factor for each of
the employee’s first 35 years of testing
service is the amount described in
paragraph (c)(4)(iii)(B)(1) of this sec-
tion, and the annual permitted dispar-
ity factor in any subsequent year
equals zero. This rule applies regard-
less of whether the end of the measure-
ment period extends beyond an employ-
ee’s first 35 years of testing service.
Thus, for example, if the measurement
period is the current plan year and the
employee completed 35 years of testing
service prior to the beginning of the
current plan year, under this para-
graph (c)(4)(iii)(B)(2) the annual per-
mitted disparity factor in the current
plan year (and hence the sum of the an-
nual permitted disparity factors for
each year in the measurement period)
is zero.

(3) Cumulative permitted disparity limit.
The 35 years used in paragraph
(c)(4)(iii)(B)(2) of this section must be
reduced by the employee’s cumulative
disparity fraction, as defined in
§ 1.401(l)–5(c)(2), but determined solely
with respect to the employee’s total
years of service under all plans taken
into account under § 1.401(l)–5(a)(3) dur-
ing the measurement period, other
than the plan being tested.

(iv) Social security retirement age. So-
cial security retirement age means so-
cial security retirement age as defined
in section 415(b)(8).

(v) Unadjusted accrual rate.
Unadjusted accrual rate means the nor-
mal or most valuable accrual rate,
whichever is being determined for the
employee under § 1.401(a)(4)–3(d), ex-
pressed as a percentage of average an-
nual compensation, without imputing
permitted disparity under this section.

(5) Employees with negative unadjusted
accrual rates. Notwithstanding the for-
mulas in paragraph (c)(2) and (c)(3) of
this section, if an employee’s
unadjusted accrual rate is less than
zero, the employee’s adjusted accrual
rate is deemed to be the employee’s
unadjusted accrual rate.

(6) Example. The following example il-
lustrates the rules in this paragraph
(c):

Example. (a) Employees M and N partici-
pate in a defined benefit plan that uses a
normal retirement age of 65. The plan is
being tested for the plan year under
§ 1.401(a)(4)–3(c), using unadjusted accrual
rates determined using a plan year measure-
ment period under § 1.401(a)(4)–3(d)(1)(iii)(A).
Employee M has an unadjusted normal ac-
crual rate of 1.48 percent, average annual
compensation of $21,000, and an employer-
provided accrual of $311 (1.48 percent×$21,000).
Employee N has an unadjusted normal ac-
crual rate of 1.7 percent, average annual
compensation of $106,000, and an employer-
provided accrual of $1,802 (1.7
percent×$106,000). The covered compensation
of both Employees M and N is $25,000, and so-
cial security retirement age for both em-
ployees is 65. Neither employee has testing
service of more than 35 years and neither has
ever participated in another plan.

(b) Because Employee M’s average annual
compensation does not exceed covered com-
pensation, Employee M’s A rate is 2.96 per-
cent (2.0×1.48 percent), and Employee M’s B
rate is 2.23 percent (1.48 percent+0.75 per-
cent). Thus, Employee M’s adjusted accrual
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rate is 2.23 percent, the lesser of the A rate
and the B rate.

(c) Because Employee N’s average annual
compensation exceeds covered compensation,
Employee N’s C rate is 1.93 percent ($1,802/
($106,000¥(0.5×$25,000))), and Employee N’s D
rate is 1.88 percent (($1,802+(0.75
percent×$25,000))/$106,000). Thus, Employee
N’s adjusted accrual rate is 1.88 percent, the
lesser of the C rate and the D rate.

(d) Rules of general application—(1) El-
igible plans. The rules in this section
may be used only for those plans to
which the permitted disparity rules of
section 401(l) are available. See
§ 1.401(l)–1(a)(3).

(2) Exceptions from consistency require-
ments. A plan does not fail to satisfy
the consistency requirements of
§ 1.401(a)(4)–2(c)(2)(vi) or § 1.401(a)(4)–
3(d)(2)(i) merely because the plan does
not impute disparity for some employ-
ees to the extent required to comply
with paragraph (d)(3) of this section, or
because the plan does not impute dis-
parity for any employees (including
self-employed individuals within the
meaning of section 401(c)(1)) who are
not covered by any of the taxes under
section 3111(a), section 3221, or section
1401.

(3) Overall permitted disparity. The an-
nual overall permitted disparity limits
of § 1.401(l)–5(b) apply to the employer-
provided contributions and benefits for
an employee under all plans taken into
account under § 1.401(l)–5(a)(3). Thus, if
an employee who benefits under the
plan for the current plan year also ben-
efits under a section 401(l) plan for the
plan year ending with or within the
current plan year, permitted disparity
may not be imputed for that employee
for the plan year. See § 1.401(l)–5(b)(9),
Example 4. Similarly, if an employee
who benefits under the plan for the
current plan year also benefits under
another plan of the employer for the
plan year ending with or within the
current plan year, disparity may be im-
puted for that employee under only one
of the plans.

[T.D. 8485, 58 FR 46804, Sept. 3, 1993]

§ 1.401(a)(4)–8 Cross-testing.
(a) Introduction. This section provides

rules for testing defined benefit plans
on the basis of equivalent employer-
provided contributions and defined

contribution plans on the basis of
equivalent employer-provided benefits
under § 1.401(a)(4)–1(b)(2). Paragraphs
(b)(1) and (c)(1) of this section provide
general tests for nondiscrimination
based on individual equivalent accrual
or allocation rates determined under
paragraphs (b)(2) and (c)(2) of this sec-
tion, respectively. Paragraphs (b)(3),
(c)(3), and (d) of this section provide
additional safe-harbor testing methods
for target benefit plans, cash balance
plans, and defined benefit plans that
are part of floor-offset arrangements,
respectively, that generally may be
satisfied on a design basis.

(b) Nondiscrimination in amount of ben-
efits provided under a defined contribu-
tion plan—(1) General rule. Equivalent
benefits under a defined contribution
plan (other than an ESOP) are non-
discriminatory in amount for a plan
year if the plan would satisfy
§ 1.401(a)(4)–2(c)(1) for the plan year if
an equivalent accrual rate, as deter-
mined under paragraph (b)(2) of this
section, were substituted for each em-
ployee’s allocation rate in the deter-
mination of rate groups. A plan does
not fail to satisfy this paragraph (b)(1)
merely because allocations are made at
the same rate for employees who are
older than their testing age (deter-
mined without regard to the current-
age rule in paragraph (4) of the defini-
tion of Testing age in § 1.401(a)(4)–(12) as
they are made for employees who are
at that age.

(2) Determination of equivalent accrual
rates—(i) Basic definition. An employ-
ee’s equivalent accrual rate for a plan
year is the annual benefit that is the
result of normalizing the increase in
the employee’s account balance during
the measurement period, divided by the
number of years in which the employee
benefited under the plan during the
measurement period, and expressed ei-
ther as a dollar amount or as a per-
centage of the employee’s average an-
nual compensation. A measurement pe-
riod that includes future years may not
be used for this purpose.

(ii) Rules of application—(A) Deter-
mination of account balance. The in-
crease in the account balance during
the measurement period taken into ac-
count under paragraph (b)(2)(i) of this
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section does not include income, ex-
penses, gains, or losses allocated dur-
ing the measurement period that are
attributable to the account balance as
of the beginning of the measurement
period, but does include any additional
amounts that would have been included
in the increase in the account balance
but for the fact that they were pre-
viously distributed (including a reason-
able adjustment for interest). In the
case of a measurement period that is
the current plan year, an employer
may also elect to disregard the income,
expenses, gains, and losses allocated
during the current plan year that are
attributable to the increase in account
balance since the beginning of the
year, and thus, determine the increase
in account balance during the plan
year taking into account only the allo-
cations described in § 1.401(a)(4)–
2(c)(2)(ii). In addition, an employer
may disregard distributions made to a
NHCE as well as distributions made to
any employee in plan years beginning
before a selected date no later than
January 1, 1986.

(B) Normalization. The account bal-
ances determined under paragraph
(b)(2)(ii)(A) of this section are normal-
ized by treating them as single-sum
benefits that are immediately and un-
conditionally payable to the employee.
A standard interest rate, and a straight
life annuity factor that is based on the
same or a different standard interest
rate and on a standard mortality table,
must be used in normalizing these ben-
efits. In addition, no mortality may be
assumed prior to the employee’s test-
ing age.

(iii) Options. Any of the optional
rules in § 1.401(a)(4)–3(d)(3) (e.g., impu-
tation of permitted disparity) may be
applied in determining an employee’s
equivalent accrual rate by substituting
the employee’s equivalent accrual rate
(determined without regard to the op-
tion) for the employee’s normal ac-
crual rate (i.e., not most valuable ac-
crual rate) in that section where appro-
priate. For this purpose, however, the
last sentence of the fresh-start alter-
native in § 1.401(a)(4)–3(d)(3)(iii)(A)
(dealing with compensation adjust-
ments to the frozen accrued benefit) is
not applicable. No other options are
available in determining an employee’s

equivalent accrual rate except those
(e.g., selection of alternative measure-
ment periods) specifically provided in
this paragraph (b)(2). Thus, for exam-
ple, none of the optional special rules
in § 1.401(a)(4)–3(f) (e.g., determination
of benefits on other than a plan year
basis under § 1.401(a)(4)–3(f)(6)) is avail-
able.

(iv) Consistency rule. Equivalent ac-
crual rates must be determined in a
consistent manner for all employees
for the plan year. Thus, for example,
the same measurement periods and
standard interest rates must be used,
and any available options must be ap-
plied consistently if at all.

(3) Safe-harbor testing method for target
benefit plans—(i) General rule. A target
benefit plan is a money purchase pen-
sion plan under which contributions to
an employee’s account are determined
by reference to the amounts necessary
to fund the employee’s stated benefit
under the plan. Whether a target bene-
fit plan satisfies section 401(a)(4) with
respect to an equivalent amount of
benefits is generally determined under
paragraphs (b)(1) and (b)(2) of this sec-
tion. A target benefit plan is deemed to
satisfy section 401(a)(4) with respect to
an equivalent amount of benefits, how-
ever, if each of the following require-
ments is satisfied:

(A) Stated benefit formula. Each em-
ployee’s stated benefit must be deter-
mined as the straight life annuity com-
mencing at the employee’s normal re-
tirement age under a formula that
would satisfy the requirements of
§ 1.401(a)(4)–3(b)(4)(i)(C) (1) or (2), and
that would satisfy each of the uniform-
ity requirements in § 1.401(a)(4)–3(b)(2)
(taking into account the relevant ex-
ceptions provided in § 1.401(a)(4)–
3(b)(6)), if the plan were a defined bene-
fit plan with the same benefit formula.
In determining whether these require-
ments are satisfied, the rules of
§ 1.401(a)(4)–3(f) do not apply, and, in ad-
dition, except as provided in paragraph
(b)(3)(vii) of this section, an employee’s
stated benefit at normal retirement
age under the stated benefit formula is
deemed to accrue ratably over the pe-
riod ending with the plan year in which
the employee is projected to reach nor-
mal retirement age and beginning with
the latest of: the first plan year in
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